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The International Accounting Standards Board 
(IASB) has released a new standard on revenue – 
IFRS 15 ‘Revenue from Contracts with Customers’ 
which supersedes IAS 18 and will most likely have 
a significant impact on the way manufacturing 
entities account for and recognise revenue. 
Contracts within the manufacturing industry 
can be exposed to an extensive range of new 
accounting issues which will need to be addressed 
when entities apply IFRS 15 such as: 

• Whether revenue should be recognised over 
time or at a point in time

• Determining performance obligations

• How to account for contract modifications

• How to account for variable consideration

• How to account for tender costs

• How to determine if the transaction price 
includes a financing component

• Whether warranties comprise a separate 
performance obligation.

This document includes a series of articles that 
explore these issues in-depth, and acts as a guide 
for manufacturers to apply the new standards. 

THE NEW PRINCIPLE 

The core principle in IFRS 15 is to recognise 
revenue in a manner that reflects how the goods 
or services are provided to the customer. It 
contains a lot more specific and detailed guidance 
than the current IAS 18 standard.

IFRS 15 focuses on the ‘promises’ made to the 
customer and requires greater separation of the 
components or ‘promises’ made in the contract. 
Revenue needs to be allocated to each ‘distinct’ 
component in proportion to the standalone 
selling prices of each ‘promise’. 

WHEN IS IT EFFECTIVE?

The standard is effective for accounting periods 
commencing on or after 1 January 2018. For 
many entities in the manufacturing sector there 
will be significant need for changes to processes 
and systems, including far greater liaison 
between those designing sales packages and the 
accountants that will need to ensure compliance 
with IFRS 15.

IMPLICATIONS FOR THE MANUFACTURING 
INDUSTRY

Manufacturing contracts often contain a number 
of separate ‘performance’ obligations which under 
the new revenue standard IFRS 15, will each need 
to be accounted for separately. This will introduce 
significant complexity to the accounting processes 
whereby a standalone selling price will need to 
be determined for each separate performance 
obligation, together with a separate profit margin 
for each.

If the separate ‘performance’ is consumed by 
the customer at a later date than the goods the 
customer has purchased, then revenue on these 
performance obligations will be deferred. This 
deferral of revenue will move both revenue and 
profit into later periods, and this could have serious 
implications for paying executive and staff bonuses, 
paying dividends and meeting bank covenants.

 
 

OVERVIEW
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OVERVIEW (continued)

This complexity should not be underestimated; 
processes and systems will need changing, for 
example to:

• Identify all performance obligations that need to 
be accounted for as a separate sale

• Assign a value and a profit margin to each 
separate performance obligation

• Determine when revenue should be recognised 
on each performance obligation

• Modify systems so that each separate performance 
obligation is ‘captured’ at date of sale

• Modify systems to recognise revenue on 
each separate performance obligation at the 
appropriate time.

IFRS 15 sets out more detailed guidance on 
variable consideration than IAS 18, with revenue 
being recognised at the amount expected from 
the customer which may not necessarily be the 
same as the invoiced amount. 

In this series of articles, we will discuss the 
following areas likely to significantly impact 
manufacturing entities under IFRS 15:

• Point in time’ vs. ‘over time’ revenue recognition, 
and if revenue is recognised ‘over time’, how 
progress towards completion is recognised and 
measured

• Bundling or unbundling performance obligations

• Contract modifications

• Variable consideration (manufacturers’ rebates)

• Accounting for tender costs.

• Adjustments for the effect of the time value of 
money (‘financing components’)

• Warranties. 
 

THE COMMERCIAL EFFECTS

The adoption of IFRS 15 may lead to significant 
changes in the pattern of revenue and profit 
recognition.  Careful consideration and planning 
will be needed for a wide range of issues, including 
the effect on:

• Compliance with bank covenants

• Performance based compensation (including 
share-based payments)

• Internal budgeting processes

• Corporate tax obligations

• Market and investor communications, including 
compliance with regulatory requirements (which 
might arise from significant expected future 
changes to an entity’s reported financial position 
or performance).

CONCLUSION

The manufacturing industry needs to pay 
attention to the new revenue standard now. We 
predict that the new standard will be extremely 
difficult to apply for the manufacturing industry. 
The new standard is far more complex than the 
current accounting standard and can significantly 
alter the pattern of revenue and profit recognition 
for the manufacturing industry.  

It will not just be a mere accounting change 
but will have wide spread implications to other 
businesses areas, e.g. significant IT systems changes 
will be required, sales contracts/terms may need 
to be modified, marketing campaigns will need to 
be reconsidered. The impact on revenue will also 
have a flow on effect to bonuses, bank convents, 
dividend payments, and corporate taxes. 
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1. TIMING OF REVENUE RECOGNITION

IS REVENUE RECOGNISED AT A POINT IN TIME OR 
OVER TIME? 

In many cases, an entity will manufacture large 
numbers of similar items, such as standard 
specification electrical goods to be sold to the general 
public.  Sales of these items will be recognised at a 
point in time, subject to constraints in IFRS 15 (such as 
rights of return).

Other, more substantial, contracts may involve 
the manufacture of specific items to a customer’s 
specification, or items that, although they are to a 
relatively standard specification, are manufactured for 
a specific customer.  For these items, questions arise 
as to whether revenue should be recognised when 

the finished good is transferred to the customer, or 
during the production process (referred to in IFRS 15 as 
recognition ‘over time’).

IFRS 15 contains specific, and more precise, guidance 
to be applied in determining whether revenue is 
recognised over time (often referred to as ‘percentage 
of completion’ under existing standards) or at a point 
in time.

The general principle is that revenue is recognised at a 
point in time. However, if any of the criteria in IFRS 15, 
paragraph 35 are met, revenue should be recognised 
over time. The following decision tree is a useful tool 
to determine whether revenue should be recognised at 
a point in time or over time:

Does the customer simultaneously receive and consume the benefits 
provided by the entity’s performance as the entity performs? The entity 

transfers 
control over 

time
=

The entity 
should 

recognise 
revenue over 
time, using a 
method that 

depicts its 
performance

The entity transfers control at a point in time  =  
The entity should recognise revenue at a point in time at which it 

transfers control of the good or service to the customer

NO

NO

NO

YES

YES

YES

Does the entity’s performance create an asset with NO alternative use  
to the entity? 

AND Does the entity have an enforceable right to payment for 
performance completed to date?

Does the entity’s performance create or enhance an asset that the 
customer controls as the asset is created or enhanced?
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TIMING OF REVENUE RECOGNITION
(continued)

The first criterion relates principally to the provision of 
services, and would not be expected to apply to many 
(if any) manufacturing contracts.  The second criterion 
might be relevant when, for example, an item being 
manufactured is being constructed at the customer’s 
site, while the third criterion may apply if an item is 
being manufactured to a customer’s specification on 
the manufacturer’s premises.  

For the third criterion, the first question which 
needs to be addressed is whether the asset being 
manufactured has what is termed ‘an alternative 
use to the vendor’. This could apply if the vendor 
is contractually restricted from using the asset for 
any purpose other than selling it to the specific 
customer.  This might be the case if the asset is 
being manufactured to the customer’s specification 
and could not readily be sold to any other customer 
without significant modifications being made.  

Alternatively, if the production process takes a 
substantial period of time, even if the asset is to a 
relatively standard specification the contract with the 
customer may have specified a particular production 
timeslot.  This could have the effect that the asset 
to be transferred to that customer is specifically 

identified from the point at which production 
commences.

If the first (no alternative use) part of the third 
criterion is met, there will then be significant focus on 
whether the vendor has, at all stages of the contract, 
an enforceable right to be paid for the work which 
has been completed to date. This will require 
careful analysis of the precise terms of each contract, 
including in particular the effect of any terms that 
permit the customer to cancel, curtail or significantly 
modify the existing contract.  

This analysis may also require consideration of the 
general (or common) law in each jurisdiction.  The 
focus is on whether in all circumstances, other than 
the vendor’s failure to fulfil its obligations under the 
contract, the customer will be required to pay for 
performance to date.  This needs to be an amount that 
approximates the selling price of the goods or services 
that have been provided; compensation for loss of 
profit does not satisfy this condition.  

Alternatively, the vendor may have the legal right and 
practical ability to require completion of the contract 
and payment by its customer.
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EXAMPLE 1 - MANUFACTURING  
(POINT IN TIME) 

BACKGROUND

On 1 January 2018, Customer A agrees to buy 1,000 
widgets from Manufacturer Co for $1 each. These widgets 
are standard widgets that Manufacturer Co produces. The 
widgets are delivered on 1 January 2018

ANSWER 

Manufacturer Co should account for the revenue at a 
point in time (at the time the widgets are delivered) 
because none of the three criteria in paragraph 35 have 
been met for revenue recognition over time.

QUESTION
Would Manufacturer Co recognise 
revenue at a point in time or over time?

TIMING OF REVENUE RECOGNITION
(continued)
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EXAMPLE 2 - MANUFACTURING  
(OVER TIME) 

BACKGROUND

On 1 January 2018, Customer B agrees to purchase 
a specialised widget, designed specifically for use by 
Customer B, from Manufacturer Co. The widget is 
manufactured over a three-month period and delivered 
on 31 March 2018. 

Because the widget is highly customised to Customer B’s 
specifications, it would require significant time and cost 
to modify it so that it could be used by other customers. 

Manufacturer Co operates in a jurisdiction where it has a 
legally enforceable right to payment from the customer 
should the customer terminate the contract. 

 
 

 
 

 
ANSWER

The first two criteria in the decision tree above are not 
relevant to this fact pattern, so the timing of revenue 
recognition by Manufacturer Co depends on the third 
criterion in IFRS 15, paragraph 35, i.e. whether there 
is no alternative use for the specialised widget by 
Manufacturer Co, and whether Manufacturer Co has 
an enforceable right to payment for performance 
completed to date.

Manufacturer Co would account for its revenue over 
time because:

• It is creating an asset with no alternate use (the 
widget is specifically customised to the customer and 
it could not easily be sold to another party), and

• It also has a legally enforceable right to payment.

The assessment of whether Manufacturer Co has a 
legally enforceable right to payment is highly dependent 
on the legal system which it operates in. There are 
different laws and regulations for each state within 
Australia, although the legal framework and principles 
which underpins contract law is very similar. Entities 
would need to assess the enforceable right to payment 
on a contract by contract basis as each agreement will 
be different and even identical agreements may have 
different outcomes in different legal jurisdictions (such 
as states).

CURRENT PRACTICE UNDER IAS 18

Manufacturing entities usually recognise revenue at a 
point in time. There is more specific guidance in IFRS 15 
for when entities are allowed to recognise revenue  
over time. 

QUESTION
Would Manufacturer Co recognise revenue at a 
point in time or over time?

TIMING OF REVENUE RECOGNITION
(continued)
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TIMING OF REVENUE RECOGNITION
(continued)

IF REVENUE IS RECOGNISED OVER TIME, 
HOW SHOULD PROGRESS TOWARDS 
COMPLETION BE MEASURED AND 
RECOGNISED?

If revenue is recognised over time, the overall 
principle is that revenue is recognised to the extent 
that each of the vendor’s performance obligations 
has been satisfied.

IFRS 15 permits either output or input methods 
to be used to calculate the amount of revenue 
to be recognised. An output method results in 
revenue being recognised on the basis of direct 
measurement of the value of goods or services 
transferred to date, while input methods result in 
revenue being recognised based on measures such 
as resources consumed, costs incurred or  
machine hours.

It is noted explicitly that when input methods 
are used, there may not be a direct relationship 
between the inputs being used, and the transfer of 
goods or services to a customer.  Consequently, any 
inputs that do not relate directly to the vendor’s 
performance in transferring those goods and services 
are excluded when measuring progress to date. 

In addition, the guidance extends to cover not only 
revenue recognition, but also profit recognition. 
For example, a contract for the manufacture of 
specialised equipment or vehicles with no alternate 
use to the entity might involve the vendor 
procuring high value items for installation, such as 
engines or motors. 

IFRS 15 takes the view that although it is 
appropriate to recognise revenue from the sale 
of the equipment at the point at which control is 
transferred to the customer, it is not appropriate 
to recognise profit.  This is because the vendor’s 
performance obligations are in connection with 
the manufacture of the specialised equipment and 
not the supply of items such as engines or motors; 
this supply does not result in any part of the 
manufacturing services being provided. 

Consequently, in many cases the vendor would 
recognise an equal amount of revenue and cost 
of sales for the engines or motors, with profit 
margin only being recognised on the manufacturing 
services.
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EXAMPLE 3 - METHODS FOR RECOGNISING 
REVENUE OVER TIME

BACKGROUND

On 1 January 2018, Customer C agrees to purchase 
a specialised widget, designed specifically for use 
by Customer C, from Manufacturer Co for $50,000 
(estimated cost $40,000). The widget is manufactured 
over a three-month period and delivered on  
31 March 2018. 

Because the widget is highly customised to Customer C’s 
specifications, it would require significant time and cost 
to modify it so that it could be used by other customers.

Manufacturer Co operates in a jurisdiction where it has a 
legally enforceable right to payment from the customer 
should the customer terminate the contract. 

At 28 February 2018, Manufacturer Co has incurred 
$30,000 of costs in manufacturing the specialised widget.

 
 
 

ANSWER

Manufacturer Co would account for its revenue over 
time because:

• It is creating an asset with no alternate use (the 
widget is specifically customised to suit the 
customer’s specifications and it could not easily be 
sold to another party), and

• It also has a legally enforceable right to payment.

Manufacturer Co then needs to use an appropriate 
method to recognise revenue over time. It could  
measure revenue in reference to the costs incurred 
as a % of budgeted costs (input method). This is the 
most reliable method of measuring revenue with the 
information available. 

 

PRACTICAL IMPLICATIONS ON SYSTEMS AND 
PROCESSES 

Some of the practical implications on systems and 
processes for Manufacturer Co include:

• Processes needed to identify the appropriate revenue 
recognition pattern using specific fact patterns for 
each transaction

• Systems to calculate ‘over time’ or ‘point in time’ 
revenue recognition

• Systems to isolate significant amounts of ‘uninstalled 
materials’ (such as engines and motors), which 
are not proportionate to the entity’s progress in 
satisfying its performance obligation

• Systems to recognise revenue and account for timing 
differences between payment/invoicing and revenue. 

QUESTION
How should Manufacturer Co recognise revenue 
at 28 February 2018?

TIMING OF REVENUE RECOGNITION
(continued)

COST ($) REVENUE ($)

Total 40,000 50,000

Incurred 30,000 37,500  

$50,000 x ($30,000/$40,000) 
$37,500 of revenue would therefore be recognised at 
28 February 2018.
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2. CONTRACTS THAT CONTAIN 
MULTIPLE GOODS OR SERVICES

BUNDLING OR UNBUNDLING CONTRACTS

Previously, IFRS had little guidance for ‘unbundling’ 
contracts into components.  In contrast, IFRS 15 
Revenue from Contracts with Customers contains 
detailed guidance, and it is likely that many entities will 
need to amend their current accounting policies and 
approaches.  This may have a significant effect on the 
pattern of revenue and profit recognition for entities in 
the manufacturing industry.  

The application of IFRS 15 will result in the revenue 
to be derived from the contract being allocated to 
each component (or ‘performance obligation’). Items 
that may need to be accounted for separately include 
incentives offered at the time of sale (such as free 
periodic servicing and maintenance for a specified 
period, or a warranty that goes beyond providing 
assurance that the item being supplied conforms with 
its agreed upon specification). 

COMBINING CONTRACTS

Entities will also need to consider whether they need 
to combine separate contracts entered into with the 
same customer. Currently, there is no requirement 
in IAS 18 Revenue to combine separate revenue 
contracts. IAS 18 is superseded by IFRS 15 which 
contains specific guidance that requires contracts to 
be combined if certain criteria are met (see below 
diagram).  

The purpose of this guidance is to ensure that, for 
a particular good or service, regardless of the legal 
form of a contract (or contracts) with a customer, the 
accounting will be the same.  Consequently, careful 
consideration will be required of the commercial 
objectives of, and item(s) covered by, one or more 
contract(s) with the same customer.

Are the contracts entered into at or near the same time?

Are the contracts negotiated as a package with a single  
commercial objective?

Does the amount of consideration to be paid in one contract depend on the 
price or performance of the other contract?

Are the goods or services promised in the contracts (or some goods or services 
promised in each of the contracts) a single performance obligation?

Are the contracts entered into with the same customer (or related parties of 
the customer)?

YES

YES

YES

YES

YES

NO

NO

NO

NO

NO

No combination of contracts

Co
m

bi
ne

 th
e 

co
nt

ra
ct

s
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EXAMPLE - UNBUNDLING OF PERFORMANCE 
OBLIGATIONS

BACKGROUND

A customer purchases a machine for $10,000 from 
Manufacturer Co on  1 January 2018. The machine was 
delivered to the customer on the same day. At the time 
of signing the contract, Manufacturer Co was running 
a promotion which included three free services for the 
machine. The services are not usually included in sales 
contracts, but sold separately for $500 each.

ANSWER

Manufacturer Co entered into one sales contract with its customer but IFRS 15 
nevertheless requires that all distinct performance obligations be identified and 
accounted for separately. In this case there are two performance obligations: the 
delivery of the machine, and three services.

The total transaction price is $10,000 which is allocated to the two performance 
obligations in proportion to their relative standalone selling prices. The table below 
illustrates this allocation:

Manufacturer Co should then recognise revenue of $8,969 up front when the machine 
is provided to the customer because it has fulfilled its performance obligation to 
deliver the machine. Manufacturer Co would also recognise revenue of $434.66 
($1,304/3) each time the customer uses one of its three services.

CURRENT PRACTICE UNDER IAS 11

The common practice under IAS 11 would be to recognise $10,000 upfront when the 
machine is delivered and then recognise the service as an expense when it is incurred.

 

CONTRACT 
COMPONENTS

CONTRACT 
PRICE

STAND-ALONE
SELLING PRICE

REVENUE

MACHINE $10,000 $10,000 $8,696 = $10,000 x ($10,000/$11,500)

SERVICES 0 $1,500 $1,304 = $10,000 x ($1,500/$11,500)

TOTAL $10,000 $11,500 $10,000

QUESTION
How many performance obligations does 
Manufacturer Co have and how should the 
transaction price be allocated among them?

CONTRACTS THAT CONTAIN  
MULTIPLE GOODS OR SERVICES  
(continued)
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CONTRACTS THAT CONTAIN  
MULTIPLE GOODS OR SERVICES 
(continued)

EXAMPLE - BUNDLING

BACKGROUND

Manufacturer Co enters into a contract to supply a 
machine to Customer A for $1,000. It also enters into 
another contract with Customer A to install the machine 
for $200. The machine is specialised and requires 
Manufacturer Co’s technicians to install it (the machine 
cannot be installed by anyone else), and the machine 
cannot be used before it is installed. Manufacturer Co 
delivers the machine on 1 January 2018 and then installs 
it on 1 February 2018. 

ANSWER

Referring to the decision tree for combining contracts 
above, these two contracts should be combined because 
at least one of those criteria have been met, i.e.:

• Manufacturer Co negotiated these contracts with 
Customer A as a package with a single commercial 
objective (i.e. to deliver an installed machine)

• Customer A cannot benefit from the machine on its 
own as it needs to be installed before it can be used, 
and

• The goods and services promised in the two contracts 
for the delivery of a machine and installation services 
comprise one performance obligation.

The table below demonstrates the difference in timing of 
revenue recognition if the contracts were combined and 
one performance obligation identified, or the two contracts 
left separate (which will also result in two separate 
performance obligations).

Manufacturer Co should therefore combine the contracts 
and recognise the revenue from the transaction when the 
machine has been installed.

CURRENT PRACTICE UNDER IAS 11

Current practice under IAS 11 is to account for the two 
contracts separately. 

PRACTICAL IMPLICATIONS ON SYSTEMS AND 
PROCESSES  

Some of the practical implications on systems and processes 
for Manufacturer Co include:

• Identifying there are two related contracts

• Determining whether related contracts should be 
combined

• Identifying the number of performance obligations

• Working out the standalone selling price for each 
performance obligation 

• Systems to recognise revenue for the machine and 
installation services separately.

SEPARATE CONTRACTS 
(REVENUE)

COMBINED CONTRACTS 
(REVENUE)

1 Jan 2018 $1,000 -

1 Feb 2018 $200 $1,200 

QUESTION
Should these contracts be combined?
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3. CONTRACT MODIFICATIONS

Does price reflect 
standalone selling 
price of additional 

goods/services?

Are the additional 
goods/services 

provided DISTINCT? 

Replace original 
contract with 
new contract

CONTRACT MODIFICATIONS

It is common for the scope and/or price of 
manufacturing contracts to be modified due to changes 
in the number of manufactured items to be supplied, or 
the addition of new items to an order.  

For larger manufacturing contracts, changes might be 
made to the specifications of the goods to be supplied 
under an existing contract and to similar goods to 
be supplied in future (for example, this might arise 
in respect of orders for aircraft).  IFRS previously had 
limited guidance for the accounting consequences of 
these changes.  

In contrast, IFRS 15 has detailed guidance to be applied 
in determining whether, from an accounting perspective, 
contract modifications result in changes to the existing 
contract or a new contract. 

This links to whether there is either an adjustment to 
the amount of revenue recognised to date (resulting in 
a ‘true up’ in the income statement) or to revenue to 
be recognised in future.  These new requirements may 
result in significant changes to the pattern of revenue 
recognition.

SEPARATE CONTRACTS 
(REVENUE)

COMBINED CONTRACTS 
(REVENUE)

1 Jan 2018 $1,000 -

1 Feb 2018 $200 $1,200 

Treat as part of 
original contract 
– Adjust revenue 

recognised to date

SEPARATE 
CONTRACT

NO

TERMINATION 

NO

CONTINUATION 

YES YES

PAGE 15



CONTRACT MODIFICATIONS (continued) 

EXAMPLE - MODIFICATION 
(DISTINCT GOOD/SERVICE) 

BACKGROUND

On 1 January 2019, a customer engages 
Manufacturer Co to provide 10,000 widgets at 
$2 each over an 18-month period. After 9,000 
widgets had been delivered, the contract was 
modified to sell an additional 5,000 widgets (total 
15,000 widgets) at $1.40 each. Manufacturer Co 
has assessed that it should recognise revenue from 
the sale of the widgets at the point the goods are 
delivered. 

ANSWER

Manufacturer Co should account for this 
modification as a termination of the original 
contract to be replaced by a new contract because 
the 5,000 extra widgets are ‘distinct’ goods, but 
the selling price for the additional widgets is not 
reflective of the standalone selling price. 

Revenue recognised to date on the original 
contract is $18,000 (9,000 widgets x $2). 

CONTRACT
COMPONENTS

 WIDGETS
(UNITS)

UNIT
PRICE ($)

TOTAL
($)

Remaining from existing 
contract

1,000 $2.00 $2,000

Modified contract 5,000 $1.40 $7,000

TOTAL 6,000 $1.50 $9,000 

The revenue per widget on the new contract is $1.50 per widget 
and revenue recognised is as follows:

Original contract: 9000 widgets @ $2.00 each = $18,000

New contract: 6,000 widgets @ $1.50 each = $9,000

Total revenue: $27,000

CURRENT PRACTICE UNDER IAS 18 

Common practice under IAS 18 would be to recognise revenue 
for the original 10,000 widgets all at $2.00 each, and then for 
the additional widgets at $1.40 each. Total revenue currently 
recognised would be the same as required by IFRS 15,  but would 
result in more upfront revenue recognised at the higher price 
earlier in the contract. 

QUESTION
How should this contract modification 
be accounted for?
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ANSWER CONTINUED

ANSWER

Changing the layout of the seating arrangement in 
the aircraft does not represent a distinct good or 
service and the contract should therefore continue 
on and a cumulative catch-up adjustment to revenue 
is recognised.

CONTRACT MODIFICATIONS (continued) 

EXAMPLE - MODIFICATION (NOT A DISTINCT 
GOOD/SERVICE) 

BACKGROUND

On 1 January 2019, Private Airline Co engages Plane 
Manufacturer Co to build a private aircraft for 
$500,000 (cost $400,000). As Plane Manufacturer 
Co is constructing this aircraft specifically to the 
design specifications requested by Private Airline Co 
(of which modification to sell to another customer 
would cost considerable time and money), Plane 
Manufacturer Co is recognising revenue over time. 
Revenue recognition to date has been based on the 
input method and Plane Manufacturer Co has used 
costs incurred as a % of budgeted costs. 

On 30 June 2019, Private Airline Co and Plane 
Manufacturer Co agree to modify the contract to 
rearrange the seating arrangement on the aircraft for 
an extra $70,000 (cost $60,000). 

At 30 June 2019, Plane Manufacturer Co has incurred 
$100,000 worth of costs to date on manufacture of 
the aircraft.

QUESTION
How much revenue should be 
recognised by Plane Manufacturer Co at 
30 June 2019?

An adjustment of $400 needs to be recognised  
to increase revenue recognised to date. 

CURRENT PRACTICE UNDER IAS 18 
There is limited guidance under current accounting standards, 
but common practice would be to account for the changes on a 
prospective basis. 

PRACTICAL IMPLICATIONS ON SYSTEMS AND PROCESSES  

Some of the practical implications to systems and processes of 
Manufacturer Co and Plane Manufacturer Co include:

• Identifying whether the additional goods and services are 
distinct 

• Systems to determine the cumulative catch-up adjustment 
where the additional goods and services are not distinct. 

END OF YEAR 1

Original budgeted costs $400,000

Costs incurred to date $100,000

% of revenue to be recognised 25%

Overall revenue $500,000

Revenue recognised pre-modification $125,000

Modified budgeted costs $460,000

Modified % of completion 22%

Modified overall revenue $570,000

Revenue to be recognised $125,400

Cumulative catch-up $400
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4. CONTRACTS THAT HAVE  
VARIABLE CONSIDERATION

Contracts for the sale of manufactured goods often contain clauses which 
can give rise to variations in the amount of consideration receivable by the 
vendor.  For example, a customer might be granted a retrospective rebate 
if a specified quantity of a particular good is purchased during a specified 
period.  Alternatively, for a more complex manufactured item which takes 
some time to complete, a bonus payment might be receivable if the item has 
been completed before a specified date, with penalties being deducted from 
the sales price if completion is late. These clauses give rise to what IFRS 15 
calls ‘variable consideration’.  

When consideration is variable, IFRS 15 limits the amount that can be 
recognised.  This means that revenue is prevented from being recognised 
unless it is highly probable that there will be no subsequent reversal 
in the amount recognised (for example, because the criteria that were 
expected to be met for a bonus payment are not, in fact, satisfied).  This may 
result in later recognition of revenue and profit in comparison with current 
accounting. There is no specific guidance on what ‘highly probable’ means 
but this is generally thought to be around 75-80%.

The vendor estimates the amount of variable consideration to which it is 
entitled in exchange for the transfer of the promised goods or services by 
using one of two possible estimation methods, namely the ‘expected value 
method’ and the ‘most likely amount’. Once a method has been selected, it 
must be applied consistently throughout the term of each contract. 

The approach which is chosen is not intended to be a free choice, with 
the approach chosen for each contract being the one which is expected to 
provide a better prediction of the amount of consideration to which a vendor 
expects to be entitled.

EXPECTED VALUE METHOD 

The expected value is the sum of 
probability-weighted amounts in 
a range of possible outcomes. This 
may be an appropriate approach 
if the vendor has a large number 
of contracts which have similar 
characteristics.

MOST LIKELY AMOUNT

The most likely outcome is the single 
most likely amount in a range of possible 
consideration amounts (i.e. the single most 
likely outcome of the contract). This may be 
an appropriate approach if a contract has two 
possible outcomes, such as a performance 
bonus which will, or will not, be received. 
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4. CONTRACTS THAT HAVE  
VARIABLE CONSIDERATION

5. PERFORMANCE BONUSES

QUESTION

What is the transaction price?

EXAMPLE - USING EXPECTED VALUE METHOD 

BACKGROUND

A customer engages Manufacturing Co to create 1,000 
widgets for $10,000. If the widgets are delivered by 
a certain date, Manufacturer Co will receive a $1,000 
bonus. The bonus reduces by $100 for each week 
that delivery is late. Manufacturing Co estimates the 
following probabilities for delivery of the widgets:

ANSWER

We would use the ‘expected value’ method in this 
example because using the most likely amount 
would violate the significant reversal principle 
(i.e. no one scenario is in excess of 75-80% and 
hence would most likely result in a reversal). Using 
the expected value method, we would use the 
probability-weighted expected consideration to 
calculate the expected revenue. 

CURRENT PRACTICE UNDER IAS 11
The common practice under IAS 18 would be to 
recognise revenue when it is probable it will be 
received; this often results in significant reversals. 
The new standard allows revenue recognition only 
when it is highly probable that there will not be a 
significant reversal in revenue.

ESTIMATED 
COMPLETION DATE

PROBABILITY

On time 25%

One week late 25%

Two weeks late 20%

Three weeks late 20%

Four weeks late 10%

ESTIMATED 
COMPLETION DATE

PROBABILITY-
WEIGHTED 

CONSIDERATION

On time 25% x (10,000 + 1,000) 2,750

One week late 25% x (10,000 + 900) 2,725

Two weeks late 20% x (10,000 + 800) 2,160

Three weeks late 20% x (10,000 + 700) 2,140

Four weeks late 10% x (10,000 +600) 1,060

Total transaction price 10,835
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EXAMPLE - USING MOST LIKELY 
OUTCOME METHOD 

BACKGROUND

Manufacturer Co enters into a contract to provide 1,000 
widgets for $100,000. If the delivery of the widgets is 
not completed on time, there will be a $20,000 penalty. 
Manufacturer Co has a manufacturing schedule and 
experience on historical production and delivery times. 
It estimates that there is a 90% chance that the delivery 
will be completed on time. 

ANSWER

There are only two possible outcomes in this scenario:

• $100,000 if the widgets are completed on time

• $80,000 if the widgets are not completed  
on time.

The ‘most likely amount’ method therefore better 
predicts the amount of consideration. Therefore, the 
transaction price is $100,000. Selecting this amount 
would mean it is highly probable that there would 
not be a significant reversal in revenue because the 
historical compliance with the deadline is 90% (in 
excess of 75-80%).

6. PENALTIES

QUESTION
What is the transaction price?

CURRENT PRACTICE UNDER IAS 11

The current practice under IAS 18 would be to 
account for the revenue as $100,000 and then 
$20,000 as an expense if it was incurred.

PRACTICAL IMPLICATIONS ON SYSTEMS 
AND PROCESSES  

Some of the practical implications on systems and 
processes for Manufacturer Co include:

• Determining the probabilities of estimated 
completion dates tied to performance bonuses 
and penalties

• Determining the probability of defects and 
warranties tied to penalties

• Selecting the appropriate estimation method for 
calculating variable consideration. 
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7. TENDER COSTS

In addition to the substantially more detailed guidance 
for revenue recognition, IFRS 15 contains prescriptive 
criteria to be applied when determining whether costs 
associated with the acquisition of a contract should be 
recognised as an asset, or expensed as incurred.  This 
extends to cover all contract acquisition costs, such as 
bid costs incurred prior to the award of a contract, as 
well as sales commissions.

IFRS 15 is restrictive in that it permits only incremental 
costs of obtaining a contract to be considered.  
Consequently, only those costs which would not have 
been incurred if the contract had not been obtained 
are eligible to be considered.  An example is a sales 
commission which is only payable in the event that 
a contract is awarded.  In contrast, ongoing costs of 
running the business, such as a legal department, are not 
eligible to be considered because these costs would have 
been incurred regardless of whether a specific contract 
had been obtained.  Although it might be argued that the 
legal department would not be needed unless an entity 
was involved in obtaining sales contracts, IFRS 15 does 
not permit those contracts to be analysed on a portfolio 
basis.  Instead, the focus is on whether costs attributable 
to each individual contract are incremental.

Once incremental costs have been identified, these are 
recognised as an asset if there is an expectation that 
they will be recovered, typically through profits to be 
generated from the related contract. This asset is then 
amortised on a basis that is consistent with the transfer 
of the goods or services specified in the contract.  It will 
be necessary for judgement to be applied in determining 
an appropriate amortisation period and profile.
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TENDER COSTS 
(continued) 

EXAMPLE - TENDER COSTS 

BACKGROUND

Manufacturer Co wins a competitive tender to supply 
widgets to a government entity over the next five 
years. They incur the following costs to obtain the 
contract:

• External legal fees for due diligence: $35,000

• Travel costs to deliver proposal: $5,000

• Commission to sales employee: $10,000

• External consulting costs incurred once 
Manufacturer Co’s bid was successful: $20,000

• External consulting costs incurred before 
Manufacturer Co’s bid was successful: $10,000

• Administrative costs incurred in preparing the 
tender document: $15,000.

QUESTION
How does Manufacturer Co account for 
the tender costs incurred?
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TENDER COSTS (continued) 

COST AMOUNT TREATMENT JUSTIFICATION

Due diligence legal fees $35,000 Expense
Expensed as incurred as these would have been 

incurred whether or not the tender was successful.

Travel costs to deliver proposal $5,000 Expense
Expensed as incurred as these would have been 

incurred whether or not the tender was successful.

Commission to sales employee $10,000 Capitalise
Recognise as an asset as these are incremental costs 
of obtaining the contract and the company expects 
to recover them through future manufacturing fees.

External consulting costs 
incurred after bid successful

$20,000 Capitalise
Recognise as an asset as these are incremental costs 
of obtaining the contract and the company expects 
to recover them through future manufacturing fees.

External consulting costs 
incurred before bid successful

$10,000 Expense
Expensed as incurred as these would have been 

incurred whether or not the tender was successful.

Administrative costs $15,000 Expense
Expensed as incurred as these would have been 

incurred whether or not the tender was successful.

TOTAL $95,000

JOURNAL ENTRIES

Dr Capitalised tender costs $30,000

Dr Tender expenses $65,000

Cr Trade Payables $95,000

CURRENT PRACTICE UNDER IAS 18

There was very little guidance under the previous 
accounting standards over what costs were allowed 
to be capitalised but in practice most entities would 
have capitalised the majority of costs associated with 
winning a tender if the tender was successful. 

IFRS 15 is a lot more restrictive in what costs are 
allowed to be capitalised. 

PRACTICAL IMPLICATIONS ON SYSTEMS AND 
PROCESSES  

Some of the practical implications on systems and 
processes for Manufacturer Co include:
• Systems to capture tender costs

• Processes to identify which costs are able to be 
capitalised

• Systems to recognise capitalised costs

• Systems to amortise capitalised costs

• Processes to assess for impairment of capitalised costs.

ANSWER
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8. LONG TERM CONTRACTS

SIGNIFICANT FINANCING COMPONENT

Contracts in the manufacturing industry can involve cash 
receipts from customers which do not correspond with 
the timing of the recognition of revenue.  If a financing 
component is significant, IFRS 15 requires an adjustment to 
be made for the effect of implicit financing.

As a practical expedient, adjustments for a financing 
component are not required when there is a period of less 
than one year between the transfer of goods or services and 
the receipt of payment from a customer.

In a major change from previous practice, adjustments for a 
financing component are required for circumstances in which 
customers pay in advance, as well as in arrears.  Payments 
in arrears will result in finance income and a reduction in 
revenue (because the vendor is providing finance to its 
customer), while payments in advance will result in a finance 
expense and an increase in (deferred) revenue (because the 
vendor is, in effect, borrowing funds from its customer).  

The purpose of this approach is to reflect the ‘cash selling 
price’ of the underlying good or service at the point at 
which it is transferred to the customer.  It also results in 
transactions which involve a significant financing component 
being split into two parts; one for the sale of the good 
or service and the other for the financing arrangement.  
However, the implications for the internal processes and 
systems that are needed in order to identify when a financing 
component is to be recognised, and to account for this, may  
be significant.
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8. LONG TERM CONTRACTS LONG TERM CONTRACTS (continued)

QUESTION
Does the upfront deposit represent a     
financing arrangement?

EXAMPLE - CUSTOMER PAYS A DEPOSIT 

BACKGROUND

Manufacturer Co enters into a contract with a customer 
to build an aircraft. Control over the completed aircraft 
will pass to the customer in two years’ time (assuming 
the vendor’s performance obligation will be satisfied 
at a point in time). The contract contains two payment 
options:

• The customer can pay $5 million in two years’ time 
when it obtains control of the aircraft, or 

• The customer can pay $4 million on inception of the 
contract. 

The customer decides to pay $4 million on inception. 
Manufacturer Co’s incremental borrowing rate is 
determined to be 6%. 

ANSWER

Because of the significant period of time between the 
date of payment by the customer and the transfer of 
the asset (the completed aircraft) to the customer, 
together with the effect of prevailing market rates of 
interest, there is a significant financing component.

CURRENT PRACTICE UNDER IAS 18

IAS 18 has no requirement to recognise a financing 
component. The common practice under IAS 18 would 
therefore be to recognise the $4 million as revenue in two 
years’ time when control passes to the buyer, and not 
account for the financing component.

The following journal entry is recognised at contract 
Inception:

Dr Cash $4,000,000

Cr Contract Liability $4,000,000

Recognition of a contract liability for the payment in advance

The following journal entry is recognised over the two-year  
construction period:

Dr Interest expense $494,400

Cr Contract Liability $494,400

Accretion of the contract liability at a rate of 6% (6% 
compound interest x $4 million for 2 years

The following journal entry is recognised at the date of the 
transfer of the asset to the customer:

Cr Contract Liability $4,494,400

Cr Revenue $4,494,400

Recognition of contract revenue after performance obligation 
has been satisfied
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LONG TERM CONTRACTS (continued)

EXAMPLE 2 - CUSTOMER PAYS IN ARREARS 

BACKGROUND

Manufacturing Co enters into a contract on 1 January 
2018 with a customer to produce 1,000 widgets. The 
goods were provided to the customer on 1 January 
2018 (Manufacturing Co’s performance obligation will 
therefore be satisfied at a point in time). The contract 
contains two payment options:

• The customer can pay $1 million on 1 January 2018 
(the time when it receives delivery of the widgets), 
or 

• The customer can pay $1.188 million two years 
after delivery. 

The customer decides to use the second payment 
option. The customer’s borrowing rate is determined 
to be 9%. 

ANSWER

Because of the significant period of time between the date of 
payment by the customer and the transfer of the asset (delivery 
of the widgets) to the customer, together with the effect 
of prevailing market rates of interest, there is a significant 
financing component.

Transaction price:                                          
$1,188,100/(1.09)^2 = $1,000,000 

QUESTION
Does the deferred payment arrangement 
represent a financing arrangement?

The following journal entry is recognised at the date the widgets 
are delivered to the customer:

Dr Trade receivable $1,000,000

Cr Revenue $1,000,000

Recognition of revenue from sale of widgets at net present value of 
$1.881 million payable in two years’ time at incremental borrowing 
rate of 9%

The following journal entry is then recognised over the two-year 
period until payment is received from the customer:

Dr Trade receivable $188,100

Cr Interest revenue $188,100

Accretion of the interest on the trade receivable at a rate of 9% 
compound interest for 2 years

The following journal is recognised when the customer settles 
the debt 2 years after the delivery of the widgets:

Dr Cash $1,188,100

Cr Trade receivable $1,188,100

Recognition of cash received from customer.
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CURRENT PRACTICE UNDER IAS 18

It is likely that there is divergent current practice regarding 
the treatment of the additional $188,100 deferred 
consideration. Some entities may recognise this as a 
financing component but it is likely that many may not. 

BDO COMMENT 
For the purposes of identifying whether there is a significant 
financing component, the comparison made is between the 
timing of payment and the timing of transfer (of control) 
of the related goods or services. For those entities that 
provide goods or services where revenue is not recognised 
until a point in time (on transfer of the completed item to 
the customer), an adjustment for financing may be required 
even if services are being carried out over a period of time.

When a significant financing component is recognised, 
consideration may be required of whether the interest 
income or expense is required to be capitalised by IAS 23  
Borrowing Costs.

PRACTICAL IMPLICATIONS ON SYSTEMS AND 
PROCESSES  

Some of the practical implications on systems and 
processes for Manufacturing Co include:

• Identifying there is a financing component

• Working out the incremental borrowing rate of the entity 
and/or the customer

• Systems to split out the transaction into its two 
components 

• Systems to recognise the impact of the financing 
component.

LONG TERM CONTRACTS 
(continued)
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9. WARRANTIES 

Manufactured goods are frequently sold with a 
warranty (or guarantee) that they will operate 
satisfactorily for a specified period of time.  The 
accounting treatment depends on:

• Whether customers have an option to purchase 
the warranty separately, and 

• Whether the warranty is part of the overall 
package of goods sold to the customer and, 
if so, whether the warranty simply provides 
assurance that the goods are in compliance with 
the agreed upon specifications in the contract.

Agreed upon specifications often relate to an 
assurance that an item will function properly 
for a specified period, and may link to legal 
requirements in some jurisdictions.

If customers have an option to purchase a 
warranty separately from the goods themselves, 
this is accounted for separately.  If the warranty 
is part of the overall package, and simply provides 
an assurance of compliance with agreed upon 
specifications, it is not accounted for separately.  
If it goes beyond compliance with agreed upon 
specifications, then it is accounted for separately 
regardless of whether it is identified as a separate 
component of the sales transaction.

Goods may also be sold with a warranty for a 
specified period (such as 12 months), with the 
customer being given the right to renew the 
warranty for a further 12 months at a discount 
from the standard selling price. In these cases, 
the consideration received for the first 12-month 
warranty may need to be split between the initial 
12-month warranty and the renewal right, with 
revenue relating to that renewal right being 
deferred and recognised in a future period.

It is common practice for manufacturers to offer 
customers ‘free’ or extended warranties as an 
inducement to encourage purchase.

The key to determining whether this warranty 
is a separate performance obligation under IFRS 
15 is to determine whether the warranties are 
‘assurance-type’ warranties (which are usually 
required by law) or are warranties that can be 
sold separately. There is no change to accounting 
for ‘assurance-type’ warranties (which are not a 
separate performance obligation as all they do is 
satisfy that the good sold is correctly functioning). 
However, extended warranties that can be sold 
separately are required to be accounted for 
separately which will result in delayed revenue.  

Does customer have option of purchasing 
warranty separately? 

Does warranty provide customer with 
additional service in addition to assurance 

that product will function as specified?  

ASSURANCE WARRANTY  
Not separate performance obligation

 Account under  IAS 137  

SERVICES WARRANTY

 Account for additional  service as a 
separate performance obligation 

Note: Part of warranty may be 
attributed to an assurance warranty

NO

NO

YES

YES
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WARRANTIES 
(continued) 

ANSWER

Because the warranty provides the customer with 
the assurance that the car will drive as intended for 
two years, Manufacturer Co will account for this 
‘assurance-type’ warranty in accordance with IAS 
37 Provisions, Contingent Liabilities and Contingent 
Assets, i.e. a provision is raised for the expected cost 
of repairing the product in the next 24 months. 
Assurance-type warranties do not result in a change 
to current practice, i.e. this does not represent a 
separate performance obligation.       

EXAMPLE - ASSURANCE TYPE WARRANTIES 

QUESTION
Manufacturer Co manufactures and sells cars with a 
24-month warranty which assures that the cars will drive 
as intended for 24 months. The warranty is not sold 
separately. How should Manufacturer Co account for the 
warranty?
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ANSWER

A portion of the selling price needs to be allocated to the 
extended warranty based on the relative stand-alone  
selling price. 

QUESTION
On 29 June 2019, Manufacturer Co is running a special 
promotion on one of its models of cars. The selling 
price of the car is $25,000. Customers will receive a 
free 24-month extended warranty, in addition to the 
24-month standard warranty. The same 24-month 
extended warranty can be purchased separately for 
$1,000. How should Manufacturer Co account for 
the sale? 

WARRANTIES (continued)

EXAMPLE - PROVIDING A FREE EXTENDED WARRANTY

CONTRACT 
COMPONENTS 

STAND-ALONE 
SELLING PRICE

REVENUE

Car $25,000
$24,038 

($25,000x[$25,000/$26,000])

Extended 
warranty

$1,000
$962 

($25,000x[$1,000/$26,000])

$26,000 $25,000

Manufacturer Co will recognise $24,038 when the car 
is sold. $962 is deferred until the warranty obligation is 
satisfied. 

PRACTICAL IMPLICATIONS ON SYSTEMS AND 
PROCESSES  

Some of the practical implications on systems and 
processes of Manufacturer Co include: 

• Processes to identify that there are two performance 
obligations 

• Working out the standalone selling price of the 
extended warranty. Use one of the following methods to 
determine standalone selling prices:  
- How much competitors are selling the service for 
- Estimate the price customers would be willing to pay 
- Use an expected cost + appropriate margin approach

• Systems to be able to split revenue at point of sale

• Systems to apportion and defer revenue.

ANSWER CONTINUED
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